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Case Study
Taxation is a critical aspect that should be considered in the capital budgeting decision. A project may look viable when taxation effect is not incorporated in its analysis only to be rejected afterwards when tax is considered. Three concepts warrant a mention in regards to taxation in regards to capital budgeting. Income is usually reduced by income tax which makes a company enjoy after-tax benefit or cash flow. Therefore, taxation is involved in capital budgeting after-tax cashflow is used. Second, taxable income is reduced by deductible costs such as capital reductions and wear and tear. Lastly, depreciation often acts as a tax shield as it is a deductible expense (Farrar, 2020). An appraisal of a proposed investment should, therefore, consider taxation to arrive at an optimal decision. The analysis of tax effect on the buy or not buy a choice of Whitley company helps put the above arguments into perspective.
1. The projected amount of income tax expense that would be reported if Whitley waits until next year to purchase the equipment is calculated as follows.
	Particulars
	Amount in $
	Amount in $

	Pretax Profit
	200,000
	 

	Less: Reversal of deductible amount
	-37,500
	 

	Reversal of Taxable amount  
	42,500
	 

	Taxable Income
	 
	205,000

	Tax payable on above Income @ 40%
	82,000
	 

	Add: Reversal of Deferred Tax Assets ($37,500 X 40%)
	15,000
	 

	Less: Reversal of Deferred Tax Liability ($42,500 X 40%)
	17,000
	 

	Total Tax Expenses
	 
	80,000

	Profit after Tax
	 
	120,000

	No of Outstanding Shares
	 
	55,500

	EPS
	 
	2.16











2. The projected amount of income tax expense that would be reported if Whitley purchased the equipment in 2013.
The purchase of the new equipment will lead to 50000 as future taxable income. This will cause a temporary difference, which will be reversed later in the future, increasing future liability. Consequently, the differed tax liability on the difference is as below.
	Particulars
	Amount in $
	Amount in $

	Taxable Income of Answer 1
	 
	205,000

	Tax payable on Above Income @ 40%
	82,000
	 

	Add: Reversal of Deferred Tax Assets ($37,500 X 40%)
	15,000
	 

	Add: Deferred Tax Liability [($50,000 - $42,500) X 40%]
	3,000
	 

	Total Tax Expenses
	 
	100,000

	Profit after Tax
	 
	100,000

	EPS
	 
	1.8









3. Explain why Whitley should/shouldn't wait to purchase the equipment
The effect on the purchase decision on the EPS is determined here below.
	Particulars
	EPS
	EPS
	Decrease in EPS

	
	(If New Equipment not purchase)
	(if New Equipment purchase)  
	

	EPS
	2.16
	1.8
	0.36






The decision to affect whether to purchase the new equipment affects the following items both on the statement of financial position and the statement of comprehensive income.
1. The additional depreciation will affect the income statement reducing the net income at the end of the accounting period.
2. There will be an increase in long term liabilities as a result of increased deferred tax liability.
3. If the new equipment is purchased, the earnings per share will reduce by 0.36 dollars.
4. The acquisition of the new equipment made through cash will adversely affect the working capital of the company, especially the liquid ratio, decreasing the firm's ability to meet its short-term obligation as and when they fall due.
5. The fixed asset would increase in the balance sheet consequently reducing total asset turnover
6. The equity-debt ratio will be increased.
If the management intends to improve the appearance financial statement of the company and acquire the new equipment, then it should postpone such acquisition as the earning per share will fall beyond the last year’s level of 1.95 dollars.
4. Ethical considerations of the case
The choice to postpone the acquisition of the new equipment is consistent with the management's desire to improve the financial appearance of the financial statement by raising the earning per share to 2.16. However, this decision omits other considerations, and the management is likely to face worse outcomes than the previous financial year in terms of real performance rather than the mere appearance of financial statements. Management acts as agents for the shareholders, and are their primary function is to maximize the return on the investment. Consequently, the capital decisions need to be anchored on the return maximization objectives rather than short term positive impressions. Management should not be based on economic decisions on the financial statement's effects, and such a statement needs to be consistent with the company's economic reality (Farrar, 2020). 
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